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General Business Conditions 





HE first month of the new year has 

brought a seasonal upturn in some 

of the chief industries, but noth- 

ing in the way of vigorous general 

trade and industrial recovery is yet 
evident. The banking situation has shown but 
slight improvement, failures having totaled 240 
up to the 22nd of the month, and the currency 
put into circulation at Christmas time has not 
returned to the banks in normal volume, afford- 
ing disappointing evidence of continued hoard- 
ing. The volume of bank credit in use has 
declined without interruption, the drop being 
in part seasonal, but nevertheless significant as 
to the state of business. 

Despite these evidences of depression and 
anxiety, however, the month has been one of 
progress in dealing with major problems. The 
program for the support of credit has been 
carried forward to the point of setting up the 
Reconstruction Finance Corporation; progress 
is evident in the very important matter of 
initiating and speeding governmental econo- 
mies; and successful completion of the negoti- 
ations for a 10 per cent railway wage reduc- 
tion seems imminent, while in business gen- 
erally cost and price reductions have been 
notably extended. 

To remedy the condition of business there 
are almost as many plans and proposals as 
there are people, but in any list of measures 
to promote recovery that might be drawn up 
it is certain that those mentioned would stand 
near the top; and in view of the attention cen- 
tered upon them they may accordingly provide 
the keys to the public confidence which every- 
one desires to unlock. The German situation 
also has been helped by negotiation of the 
new Stillhaltung agreement, though unfortu- 
nately the reparations question is still dead- 
locked. 

Public sentiment has recognized the prog- 
ress made, and the better showing in security 
prices and particularly in the corporate bond 
market during the month has indicated a more 
confident attitude on the part of investors. 
The bond market is the heart of the business 
situation. Its great decline has registered the 
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unwillingness of investors to use their funds 
either in new financing to promote revival, or 
in refinancing to prevent further recession. It 
has been an effect of the same “frozen confi- 
dence” that has caused currency hoarding and 
credit strain. It is clear that the chief obstruc- 
tion to a more abundant flow of investment 
funds is on the side of the lenders. There is no 
lack of borrowers. For this reason a period of 
upturn or steadiness in bond prices is genuine 
ground for encouragement, even though its 
continuance must be included among the other 
uncertainties of these uncertain times. 


The Reconstruction Finance Corporation 

The enactment of the Reconstruction Fi- 
nance Corporation Act on January 22 is 
recognition by the government of the inter- 
est of all the people in supporting the credit- 
granting institutions against panicky demands 
by their depositors, and in bridging over the 
refinancing difficulties of the railways, in 
which the country’s savings are so largely in- 
vested, in order to prevent unnecessary fore- 
closures and losses. 

In this Letter last November was included 
a description of the background of the bank- 
ing difficulties, to which we refer readers who 
may be interested in a fuller exposition than 
our space now permits. The situation is that 
the great decline in the market prices of com- 
modities and manufactured goods of all kinds, 
of securities, and of real estate, has left many 
banks and credit institutions with loans on 
their books which may be good, but which at 
present cannot be paid off and which do not 
conform to the legal requirements that would 
make them eligible for rediscount at the Fed- 
eral Reserve Banks. In short, many solvent 
banks find themselves lacking in liquid assets 
which can be converted into cash without 
forced sale. This would not cause acute diffi- 
culty in normal times, when bankers can count 
upon merely normal demands for funds by 
their depositors; but when fear takes posses- 
sion as it has in some localities, and depositors 
become collectors instead of lenders, the in- 
stitutions affected by these panicky demands 
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must also become collectors. A contraction of 
credit sets in which forces the sale of bonds by 
the banks, and of their own assets by those 
who cannot obtain credit, both at sacrifice 
prices. These sales in turn depress values, de- 
preciate the assets of other persons and other 
banks, and so the effects go around the circle. 


The establishment of the Reconstruction 
Finance Corporation recognizes that this is 
a situation affecting far more than the inter- 
ests of the credit institutions, and constituting 
in truth a national emergency which the peo- 
ple should face together out of their common 
resources. It is plain that under the driving 
force of fear deflation has gone beyond the 
point where it is a corrective for old difficulties, 
and has become the cause of fresh and greater 
ones which only a check to deflation can cure. 
The bank failure epidemic has been the most 
powerful single deflationary element, and 
therefore to support the banking situation at 
important points is to take the most direct 
means to avert distress, restore confidence, 
promote business revival, and relieve unem- 
ployment. 


Operations of the Corporation 


The object of the Reconstruction Finance 
Corporation is to revive industry by reviving 
credit; and the immediate aim is to increase 
the willingness and ability to lend of financial 
institutions generally. Where solvent banks 
possessing adequate security are unable, by 
reason of a temporarily non-liquid condition, 
to serve the credit requirements of their com- 
munity, the Corporation will make loans to 
restore their liquidity. 

It will be agreed that the main cause of 
the credit strain is the fears of bank depositors. 
The Corporation will provide for solvent 
banks a bulwark against demands that might 
force their suspension, and thus is calculated 
to convince depositors that their money is safe 
and to draw back into the banking system the 
hoarded currency which is obstructing the 
flow of credit and impairing the ability of the 
banks to assist and encourage business. Es- 
sentially, it will strike at fear by guiding credit 
to the point of need, and thus supporting the 
emergency situations which are the cause of 
fear. In the case of institutions facing heavy 
withdrawals of deposits, the Corporation will 
assist them to meet demands without unneces- 
sary sacrifice of assets, in this manner acting 
to check the involuntary credit deflation which 
we have described. 

The Corporation is authorized to lend to 
banks of all kinds, loan associations, credit 
corporations and insurance companies, and to 
aid in the temporary financing of railroads 
which are unable to obtain funds “upon rea- 
sonable terms through banking channels or 


the general public,” the approval of the Inter- 
state Commerce Commission being required. 
Loans may be made to banks closed or in pro- 
cess of liquidation, to a total amount of $200,- 
000,000, and the Secretary of Agriculture is 
allotted $50,000,000 for loans to farmers for 
crop production purposes. Inclusion of the 
railways in the Act is recognition of the domi- 
nant position of rail securities among the 
assets of financial institutions, and of the dif- 
ficulties that would be incurred in refinancing 
through public offering the $270,000,000 of 
railway bonds, notes and equipment trust 
issues maturing this year, in view of the prices 
at which rail bonds are now selling. The pro- 
vision for loans to closed banks is to facilitate 
reorganization or distribution of their assets 
to their depositors, in order that these “frozen 
funds” may be released to trade uses. 

Administration of the Corporation is in the 
hands of seven directors, and President Hoover 
has appointed General Charles G. Dawes pre- 
sident and Mr. Eugene Meyer, governor of the 
Federal Reserve Board, chairman. The ap- 
pointments made place the Corporation’s funds 
in the hands of men experienced in the ad- 
ministration of credit, and assure that they 
will be used at points of need where their 
effects will be as intended. 

The initial funds of the Corporation will 
consist of $500,000,000 of capital subscribed by 
the Federal Treasury, and further funds not 
to exceed $1,500,000,000 may be raised through 
the sale of obligations as funds are needed. 
These obligations will be guaranteed both as 
to interest and principal by the United States 
and the Treasury is authorized to buy and sell 
them, but they will not be eligible for redis- 
count or purchase by the Federal Reserve 
Banks. 

The Talk of Inflation 

It is common observation that accompany- 
ing the progress of the Finance Corporation 
legislation, and expressed as a hope by some 
and as a fear by others, there has been much 
talk both here and abroad that the United 
States is entering upon a period of inflation. 
It will be worth while to give consideration to 
these ideas in some detail. 

The word “inflation” is one of many mean- 
ings and confused usage, but definition of it 
must consider not only the amount of credit 
and currency outstanding, but the use to 
which it is being put. When credit is in ex- 
cess over trade needs, is circulating rapidly, 
and is being used by the people for the pur- 
pose of bidding up prices to fictitious levels, 
it is proper to say that a state of inflation 
exists. No one would claim that this is the 
condition today, though the amount of Re- 
serve Bank credit in use recently has been the 
largest in more than ten years. 
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Obviously the volume of Reserve Bank 
credit outstanding is not the significant factor. 
At a time when the demands for currency are 
increased abnormally by hoarding and by the 
larger needs of communities deprived of bank- 
ing facilities, the release of an equivalent 
amount of Reserve Bank credit to the market 
inflates nothing. The withdrawal of a billion 
dollars in currency reduces the reserves of the 
member banks one billion, and the release of 
credit through rediscounts or open market op- 
erations increases them one billion. The total 
is unchanged, and the total of the loanable 
funds of the member banks is unchanged. 

Therefore it is not conclusive to say, because 
the funds of the Reconstruction Finance Cor- 
poration may in last analysis be provided 
through expansion of Reserve Bank credit, 
that inflation is the consequence. The present 
condition will not be altered, irrespective of 
Federal Reserve operations, until the psychol- 
ogy of the people is altered and they set about 
returning their currency to the banks and 
using credit again. When that time comes 
there will be occasion to consider the question 
of inflation, but it may be said that the efforts 
of the government will then no longer be nec- 
essary. As the currency flows back into the 
banks the temporary debts created can be paid 
off and the credits withdrawn. 

The likelihood that the financing of the 
Treasury’s requirements, including the Cor- 
poration’s obligations, will call out Reserve 
Bank credit is clear, since the alternative 
would be the sale of the securities entirely to 
individuals able to buy them without borrow- 
ing. However, the amount of Reserve Bank 
credit called into use even if the entire $2,000,- 
000,000 contemplated for the Finance Corpora- 
tion is supplied through expansion of member 
bank credit would be, conservatively calcu- 
lated, not more than one-tenth of that sum, or 
$200,000,000. The reserve which member 
banks are required to keep with the Federal 
Reserve Banks against their deposits averages 
less than 10 per cent, and for each dollar of 
Reserve credit supplied an expansion of at least 
ten dollars in member bank deposits, and like- 
wise in the loanable funds of the member 
banks, becomes possible. Thus an increase of 
$200,000,000 in Reserve Bank credit, which the 
member banks can call forth by obtaining ad- 
vances upon government securities, will pro- 
vide them with loanable funds of $2,000,000,- 
000 with which they can purchase government 
securities. The fact that the initial transac- 
tion is a government transaction does not af- 
fect the situation. Against the deposits put 
to the credit of the Treasury, when a member 
bank subscribes to a government bond issue, 
no reserve is required ; but as the deposits are 
drawn upon and disbursed by the Treasury 


they return to the banks as commercial de- 
posits, against which the reserve must be 
kept. Of course if the disbursements should 
be in the form of currency which did not re- 
turn to the banks, the amount of Reserve Bank 
credit required would be increased accordingly. 
In view of the great strength of the Reserve 
Bank position the use of $200,000,000 of credit 
in a carefully administered effort to draw cur- 
rency out of hiding, which will permit retire- 
ment of the credit, is obviously not a matter 
for alarm, but one which promises results 
beneficial to everyone and to all countries. 


Purposes Not Inflationary 


It is equally a misapprehension to assume 
that the purposes for which this credit will be 
applied are inflationary, or that in the present 
temper of public opinion it will be turned to 
such uses. The steps undertaken by the gov- 
ernment are designed only to replace by a 
public source of credit the normal private 
sources that are dried up by the effects of fear. 
They are to free credit, not to create it. The 
action applies to an emergency only. It is no 
novelty in finance. In September the govern- 
ment of France joined with the principal Paris 
banks in forming a guarantee fund to enable 
the Banque Nationale de Credit, one of the 
five largest deposit banks in France, to con- 
tinue normal operations. The Banque was 
described in the cables as having very large 
frozen assets, and the supporting action, taken 
at a midnight conference, is considered to have 
averted a run which would have had grave 
consequences. More recently the French gov- 
ernment has provided emergency assistance 
for the Bank of France by making good losses 
sustained by the Bank on funds in London, 
through the depreciation of sterling. It has 
likewise provided financial aid to the French 
Line, a shipping company very important in 
French trade. There is no difference of prin- 
ciple in the two governments’ actions. 

The Finance Corporation is specifically for- 
bidden to make loans “for the purpose of initi- 
ating, setting on foot or financing any enter- 
prise not initiated” prior to the Act. It will 
not purchase securities, land, or goods of any 
kind itself, but will only operate to set free 
private purchasing power that is now tied up 
for lack of credit. 

There may be fear that the temper of the 
people will be such as to turn the govern- 
ment’s policies in the direction of inflation. 
But the evidence is that there is a strongly 
growing demand for economy in public expen- 
diture and balancing of budgets, as well as a 
constant pressure for reduction of costs in all 
kinds of private business. There is no lack of 
harmony between this demand and the desire 
to release frozen and hoarded credit so that it 
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may circulate. President Hoover’s statement 
that we cannot squander our way back to pros- 
perity gives the Administration’s viewpoint, 
and has won the approval of the country. It 
stands to reason that this must be so. — People 
whose possessions are worth less and incomes 
reduced will not view with complacence reck- 
less expenditures for which they will have to 
pay, and those whose wages have been cut 
will see no reason why wages of public em- 
ployes should not be cut also. ; 

It is singular that criticism of the establish- 
ment of the Finance Corporation should come 
from abroad. The whole world will benefit 
by a greater use of credit in the United States, 
promoting business revival. If there is objec- 
tion on the philosophical ground of laissez- 
faire, it may be said that while a severe defla- 
tion of credit after 1929 was inevitable, the 
extreme liquidation since last September, the 
most severe ever known in a like period, has 
been an evil creating, as previously stated, 
new and greater difficulties rather than cor- 
recting old ones. Those who say credit must 
be liquidated “down to the bottom” are arbi- 
trary. The bottom is a state of barter. 


The Gold Reserves 

Along with the verbal speculation as to in- 
flation goes that concerning the gold standard, 
the sufficiency of the gold reserves of the 
country, and even the suggestion that the 
United States might go off the gold standard 
voluntarily. 

If the United States desired to experiment 
with the allurements of inflation it would not 
be necessary to go off the gold standard to do 
so. In an address to the New York State 
Bankers Association during the past month 
Governor Harrison of the New York Federal 
Reserve Bank stated that the gold reserves of 
the country would permit an expansion of 
some $3,500,000,000 in Reserve Bank credit be- 
fore reducing the reserve percentage below the 
legal minimum. Such expansion would in- 
crease the loanable funds of the member banks 
by as much as $35,000,000,000. Evidently the 
United States is under no credit pressure 
traceable to the gold standard. 

It is a new concept in economics that a 
nation of such economic power and with such 
a favorable balance of payments as to constant- 
ly attract gold would benefit by voluntarily 
suspending gold payments, and of course it is 
one without responsible support. Those to 
whom this idea appeals as a simple cure-all 
for the depression would probably be greatly 
disappointed by the outcome. What they want 
is inflation; but the brake on inflation is not 
lack of gold, but the deflationary attitude of 
the people, and such a measure would more 
likely encourage hoarding and discourage in- 
vestment than promote it. 


With regard to the sufficiency of gold re- 
serves against demands for export or increased 
currency withdrawals within the country, pres- 
ent calculations reveal a surplus above the 
legal minimum sufficient to provide for either 
(1) a loss of approximately $1,400,000,000 
through export, or (2) an increase of $3,500,- 
000,000 in domestic currency requirements. In 
the event of a simultaneous demand for gold 
and currency, the Reserve Banks after a loss 
of $500,000,000 in gold could still provide for 
$2,200,000,000 additional currency, and after a 
loss of $1,000,000,000 in gold for $1,000,000,- 
000 additional currency. In addition to this, 
gold reserves could be further augmented 
somewhat by substituting Federal Reserve 
notes, requiring only 40 per cent gold backing, 
for gold certificates in circulation requiring 
100 per cent gold backing. As a final emerg- 
ency measure the Reserve Banks could, under 
the law and upon payment of certain penalties, 
permit their gold reserves to fall temporarily 
below the normally required minimum. 

These figures supply impressive evidence of 
the strength of our reserve position and of our 
ability to maintain the gold standard against 
all eventualities short of a universal demand 
for cash. The hoarding of currency is not 
evidence of doubt of our gold position, but of 
distrust of banks in certain communities as a 
consequence of bank failures. 


Cost and Price Reductions 


While the government endeavors to draw 
currency out of hoarding and into circulation 
by promoting confidence, business men are 
working to the same end by offering bargains. 
There is common agreement that the auto- 
mobile models designed for the 1932 market 
represent the best cars at the lowest price that 
the industry has ever offered. Finished goods 
of many kinds are being offered at unquestion- 
ably attractive levels, and the Fairchild retail 
price index for a variety of manufactured 
goods sold in New York department stores 
stood at the beginning of this year 17.2 per cent 
lower than one year previous. This supplies 
the answer to the question, what can an indi- 
vidual do to remedy a situation in which in- 
dividuals seem powerless? Reduction of prices 
to levels which move goods is the historic 
means of overcoming depression, and is as 
essential as the solution of more spectacular 
problems. Progress in this direction has been 
steady. 

To permit these price reductions cost reduc- 
tion is necessary, which inevitably has in- 
volved the wages of labor to an increasing de- 
gree as the depression has continued. To an 
extent unprecedented in previous depressions 
wage reductions have been cooperative rather 
than enforced, and the freedom from wage 
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disputes has been one of the noteworthy char- 
acteristics of the period. 

Up to September 15, one week before the 
United States Steel Corporation took leader- 
ship in wage reductions, there had been during 
1931 2,257 cuts involving 315,229 workers re- 
ported to the Department of Labor, and 653 
wage disputes. In the ensuing two months 
there were 1,074 reductions involving 290,082 
workers, but only 107 disputes. The total num- 
ber of disputes during eleven months was 760. 
This is an extraordinary showing when com- 
pared with the 3,411 during 1920 or the 2,385 
during 1921, and demonstrates the improved 
mutual understanding between capital and 
labor that has come about over the past few 
years. The expected agreement by the rail- 
way unions to accept a 10 per cent wage re- 
duction will prove an invaluable contribution 
in the present situation, strengthening one of 
the vital spots in business and finance. 

In building, the other major sheltered in- 
dustry, cost reduction through wage reduction 
is likewise making progress. It may be stated 
that the country generally looks upon the labor 
cost of building as the least deflated of all 
costs, but outside a few chief centers there 
have been many reductions, cuts in 84 cities 
having been listed by the Department of 
Labor in 1931. Now negotiations for reduc- 
tions are under way virtually everywhere. In 
Cleveland the principal trades have accepted 
cuts ; in Chicago the proposals are in the hands 
of arbitration boards; and in New York a 25 
per cent reduction is sought to follow the ex- 
piration of the present agreement April 30. In 
view of public attention upon the subject, the 
mark-down of building wages will undoubted- 
ly be interpreted as a constructive step, helpful 
in reviving general confidence as well as to the 
building situation. 5 


1931 Corporation Earnings 


Reflecting the severe decline in business 
volume and commodity prices, a preliminary 
tabulation of the annual reports of industrial 
corporations, numbering 315, that have been 
issued to date covering the year 1931 indicates 
a decline in aggregate net profits, less deficits, 
of 53 per cent from 1930 and 70 per cent from 
the 1929 peak, to a level that is undoubtedly 
the lowest since 1921. The United States Steel 
Corporation reported net profits, after depre- 
ciation and fixed charges but after including 
$19,320,000 non-operating income, of $12,967,- 
000 for the year 1931, compared with $104,422,- 
000 in 1930 and $197,592,000 in 1929. In the 
December quarter there was a net loss of 
$4,377,000, the first loss incurred in any quar- 
ter since the organization of the company in 
1901. After payment of dividends there was 
a reduction in surplus of $49,237,000. General 
Motors Corporation has issued a preliminary 


statement showing net profits, after all charges 
and deducting extraordinary non-recurring 
losses, of $96,859,000, as compared with $151,- 
099,000 in 1930. The 313 other companies en- 
gaged in a variety of different lines of manu- 
facturing and trade reported combined net 
profits of approximately $218,000,000 in 1931, 
compared with $435,000,000 in 1930 and $653,- 
000,000 in 1929. Of this group, 123 companies 
had deficits aggregating $99,000,000 last year, 
while in 1930 there were 64 deficits aggregat- 
ing $36,000,000, which have been deducted. 
The tabulation includes a considerable number 
of companies, such as those in the cotton 
goods, meat packing, sugar and other indus- 
tries, whose fiscal year closed before Decem- 
ber 31, but in the latter half of the calendar 
year. 

It is planned to present next month a tabu- 
lation based on the much larger number of 
reports that will be available to show the 
changes in earnings classified by major indus- 
trial groups. 

Net operating income of the Class I rail- 
roads, with December partly estimated, was in 
the neighborhood of $548,000,000, which com- 
pares with $885,000,000 in 1930, $1,275,000,000 
in 1929 and is the lowest since 1920. 

Reduction in inventories is a feature of all 
corporation statements. In the case of 80 im- 
portant companies whose reports are available, 
inventories at the end of 1931 were 20 per 
cent smaller in dollars than a year ago, the 
decline reflecting both physical shrinkage and 
write-downs in value to accord with market 
conditions. According to the Railway Age 
the railroads have the smallest stocks of ma- 
terials in fifteen years. This is but one of in- 
numerable indications of the deferred business 
which the efforts in support of credit are de- 
signed to release. 


Money and Banking 





The reports of member banks during Janu- 
ary have reflected the continuance of the dras- 
tic liquidation and deflation which have been 
going on for the past four months. During 
the four weeks ended January 20 the deposits 
of the weekly reporting member banks showed 
a further shrinkage of $516,000,000, accompa- 
nied by a decline of $682,000,000 in their total 
loans and investments. When it is considered 
that deposits and loans and investments had 
already had a decline of $2,315,000,000 and 
$1,373,000,000 respectively between the end of 
September and the middle of December some 
idea may be had of the enormous difficulties 
against which the banking system and busi- 
ness in general have been contending. Under 
pressure of this rapid contraction of credit it 
is not surprising that the list of bank failures 


, has continued distressingly long and that busi- 
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ness has been unable to lift itself out of the 
depths. 


In the larger cities the high degree of liquid- 
ity enjoyed by most of the banks has enabled 
the majority of these institutions to take care 
of regular customers deserving of credit, but 
in many of the smaller cities and towns the 
situation has been extremely difficult. Numer- 
ous communities have found themselves en- 
tirely bereft of banking services through fail- 
ures, and forced to do business on a cash basis 
or bank at a distance. In other communities 
where the banks are still open the losses in de- 
posits have forced bankers almost to a stand- 
still so far as new credits are concerned, and 
turned their attention largely to the collection 
of those which they have outstanding. Such 
conditions impose a tremendous hardship upon 
business, and lend emphasis to the contention 
that a solution of financial problems constitutes 
one of the most immediate and urgent tasks 
before the country. 


Present Difficulties Aggravated by Forced 
Liquidation 


It will be seen by reference to the table 
given below, comparing detailed figures of 
loans and deposits of the weekly reporting 
member banks over the past few years, that 
up until last September there had been no 
marked contraction in the total volume of bank 
credit in use and available for business. On 
September 30, last, the total deposits of these 
banks at $20,378,000,000 were practically the 
same as on October 2, 1929, just before the first 
stock market crash. While the total loans of 
these banks had undergone a shrinkage of $3,- 
237,000,000, due partly to a reduction of $1,480,- 
000,000 in loans on securities and partly to a 
decrease of $1,757,000,000 in “all other” loans, 
the credit released by this liquidation was toa 
large extent employed in the purchase by these 
banks of securities for investment, which in- 
creased by $2,515,000,000. Thus, up to the end 
of September 1931 the aggregate decrease in 
total loans and investments had been only a 
little over $700,000,000, while if the compari- 
son be made up to the beginning of 1931 
scarcely any decrease appears at all. 


Beginning about September, however, the 
increase in currency outstanding, which had 
been going on gradually throughout the year, 
became more rapid and was accompanied by 
heavy gold exports. Between the end of Sep- 
tember and the end of December the with- 
drawals of currency from the banks for hoard- 
ing purposes and for holiday trade require- 
ments amounted to $487,000,000, while at the 
same time the losses in deposits due to gold 
exports amounted to $274,000,000. It is true 
that during this period there was an increase 
of $428,000,000 in the volume of Federal Re- 
serve credit put in the market through the 
medium of increased rediscounts and bills pur- 
chased, but as this fell considerably short of 
replenishing the market for its lost deposits on 
other accounts the result was the forced con- 
traction of credit, the extent and effects of 
which have already been described. 

The easing of credit conditions which was 
hoped would follow the seasonal retirement of 
currency from the Christmas trade has not 
thus far materialized. The reduction in total 
outstanding circulation from the Christmas 
peak has been disappointingly slow, amount- 
ing up to January 27 to only $144,000,000, com- 
pared with $470,000,000 in the corresponding 
period of last year, and $550,000,000 two years 
ago. Since there is no reason to doubt that 
the requirements of trade itself showed the 
usual seasonal decline in January, the conclu- 
sion must be that the hoarding of currency 
increased. 

Evidence of the condition resulting from 
these developments appears in the relatively 
heavy volume of member bank rediscounting 
at the Reserve banks. From a peak of $1,- 
024,000,000 reached during the holidays, mem- 
ber bank borrowing dropped off to $818,000,- 
000 during the first week of January, thence 
holding stationary at a level which, except for 
the last two weeks of December, is the highest 
since 1929. In New York City there was a 
reduction in borrowing to negligible propor- 
tions, but for the System, excluding New York, 
the volume of rediscounting increased during 
January to the highest levels since November 
1929. 








Weekly Reporting Member Banks 
(Millions of Dollars) 





Oct. 2, Jan. 22, 
1929 1930 
Total Loans and Investments 22,829 22,237 
Total Loans 17,428 16,688 
Loans on Securities 7,826 7,714 
All Other 9,602 8,974 
Investments 5,401 5,549 
Total Deposits 20,347 20,086 
Net Demand 18,295 13,135 


Time 6,825 6,915 
Government 227 36 


























June 25, 
1930 
23,140 
17,059 
8,487 
8,572 
6,081 
21,045 
13,560 
7,273 
212 


Jan. 21, 
1931 


22,603 
15,839 
7.425 
8,414 
6,764 
20,880 
13,689 
7,090 
101 


Sept. 30, 


1931 
22,107 
14,191 

6,346 
7,845 
7,916 
20,378 
13,227 
6,775 
376 


Jan. 13, 
1932 
20,287 
13,031 
5,660 
7,371 

7,256 
17,751 
11,643 

5,843 

265 
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Reduction in Reserve Bank Buying Rates 


During the week of January 16 the Federal 
Reserve Banks made three cuts in their buy- 
ing rates for acceptances, reducing these rates 
to 234 per cent for maturities up to 45 days 
and to 3 per cent for maturities from 46 to 120 
days. These reductions were apparently a 
move to bring Federal Reserve rates more in 
line with the market, since at the old rates the 
Federal had been unable to attract bills, with 
the result that its portfolio was running off 
rapidly. An effect of the lower official rates 
was a drop in the open market rate from 3 to 
2% per cent. At the new bid rates, however, 
the Federal Reserve still failed to obtain bills, 
and in the two weeks ended the 27th its port- 
folio showed a further reduction of $52,000,000 
to $162,000,000, the lowest since September, 
and adecline of over $500,000,000 since October 
when the withdrawal of foreign funds from 
the bill market forced a large volume of ac- 
ceptances into the Reserve bank. 

Other changes in rates included a slight 
shading of stock market time money rates, and 
a decline in call money from 3% per cent to 
2% per cent. Open market commercial paper 
was unchanged at 334-4 per cent for best 
names. The prevalence of rates as low as this 
in the principal short-term money markets in 
a time of general stringency is indicative of the 
premium which lenders are willing to pay for 
unquestioned liquidity. 

The reduction of Reserve Bank buying rates, 
regarded as a forerunner to a reduction in the 
discount rate, appears to have caused some 
revival of fears in Europe that this country 
was embarking on a program of inflation. Ap- 
proximately $77,000,000 in gold was exported 
from the United States to Europe during the 
month, of which $63,000,000 went to France, 
and $8,248,000 to Belgium. Of the shipments 
to France, $44,000,000 came out of stocks 
already under earmark in this country, hence 
did not affect our reserve position. According 
to press reports, it is the intention of the Bank 
of France to repatriate the balance of the 
$125,000,000 which it has held here under ear- 
mark. Gold imports for the month totaled 
$30,000,000 in all, including $10,067,000 from 
Japan, $8,140,000 from Argentina, $2,941,000 
from Colombia $3,871,000 from Canada, and 
$3,223,000 from India, thus making the net 
change in total monetary stocks a decrease of 
$37,000,000. 


The Bond Market 





The bond market during the past month has 
made a more satisfactory showing. Prices of 
corporate bonds advanced from the middle of 
December to the middle of January, and in the 
case of the lower-rated issues particularly re- 
covered nearly to the mid-November levels. 
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In the last two weeks they have yielded 
ground, but only in slight measure. Foreign 
bonds have followed a similar course. 

In United States government bonds the ac- 
tion has been the reverse. The decline con- 
tinued until nearly the middle of the month, 
when two of the long-term Treasury issues 
sold to yield more than 434 per cent, and the 
3s that were sold at par last September 
dropped to 82 3/32. Thereafter the market 
was firmer. The action of state and munici- 
pal bonds has been similar. This is the first 
instance during the depression of government 
bonds declining while others advanced. 

When the business depression began to in- 
fluence the bond market its effects were felt 
first in foreign issues and in the lower-rated 
domestic bonds. Early in 1930 both private 
investors and banks began to shift funds from 
those groups into the higher-rated corporate 
issues and into governments, a corresponding 
spread in prices developing. In the early part 
of 1931 governments and the very highest 
grade domestic bonds still enjoyed marked 
preference, although by Summer liquidation in 
these also began to appear, the decline there- 
after embracing all groups. 

To this trend the advance in corporate bonds 
during January while governments were de- 
clining affords an interesting contrast. As 
there has been no general improvement in 
business to cause the price recovery in the 
lower grade issues the evidence is that the 
December decline had been overdone; that it 
forced some issues down not merely to re- 
ceivership prices but to less than their value in 
receivership ; and that the bargain levels them- 
selves attracted sufficient buying to turn the 
market. The buying has not come from the 
banks, but from other quarters, since in the 
four weeks ending January 13, covering the 
period of the rally, the investments in other 
than U. S. Government securities of the re- 
porting member banks declined $155,000,000. 

In the case of governmental obligations of 
all kinds the market influences have been very 
different. The cause of apprehension in the 
Federal bond market has been the prospect 
of a continuing heavy increase in Treasury re- 
quirements for funds, while with respect to 
local government issues uncertainty as to the 
fiscal position and policy of many communities 
has been sufficiently marked to cause general 
unsettlement. The rally after the decline was 
a natural one, brought on at the moment by 
the expectation of lower money rates created 
by the reduction of the New York Federal Re- 
serve Bank’s bill buying rate; and also by ac- 
tions and statements in Washington, and in 
states and municipalities, indicating intention 
to reduce expenses and balance budgets. 

The railroad bonds have made relatively the 
best showing of any in the corporate group, 
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reflecting expectation of a wage cut and the 
organization of the Reconstruction Finance 
Corporation. Another event of importance was 
the adoption in New York State of a law pro- 
viding that failure to earn its fixed charges one 
and one-half times in 1931 should not dis- 
qualify for savings bank investment bonds of 
a railway now eligible, if not in default. This 
is a temporary alteration, suitable to the emer- 
gency, in the law requiring that charges shall 
be covered by the margin stated in five out of 
six years, including the immediately preceding 
year. 

It is fortunate that the total of bonds ma- 
turing in 1932 is a small one. In the case of 
foreign issues, including serial maturities, the 
amount is only $34,000,000; of the railroads, in- 
cluding short-term notes but excluding equip- 
ment trust obligations and other loans, $130,- 
000,000; of industrial and finance corporations 
$281,000,000; all these being very much below 
last year. Public utility maturities, however, 
are larger, $507,000,000 against $254,000,000. 
The capacity of the bond market to take care 
of these maturities and to supply new capital 
for industrial revival will continue to depend 
largely upon credit conditions generally and 
upon the state of mind of the individual in- 
vestor, which have been the controlling factors 
for the past several months. 


Reduction of Governmental Costs 





The outstanding success accorded the offer- 
ing of $100,000,000 corporate stock by the City 
of New York demonstrates the prompt effect 
upon public credit of a policy of adjusting 
governmental expenditures to revenues so as 
to prevent budget deficits and increases in 
public debt. By its stand to curtail expendi- 
tures for operations and postponing all capital 
outlays not absolutely necessary, New York 
City has vindicated the high rating of its obli- 
gations, and shown the only sure way out of 
the widespread difficulties existing in national, 
state and municipal finance. 

Cost of government in New York City, as 
elsewhere, had risen rapidly during recent 
years as a result of multiplying the number 
of bureaus and office-holders, raising salaries, 
etc., together with an extensive program of 
public improvements causing a large increase 
in its bonded debt, interest and sinking fund 
charges. Between 1922 and 1932 the budget, 
exclusive of capital outlays, had been increased 
from approximately $351,000,000 to $631,000,- 
000 and net funded debt from $1,067,000,000 
to $1,737,000,000. 

So long as realty values were rising this 
mounting volume of expenditure and debt was 
regarded with more or less complacency. Dur- 
ing the past two years, however, the picture 
has undergone a decided change. Real estate 
values have had a large decline, indicating the 


probability that assessed valuations for tax 
purposes will have to be reduced, thus fore- 
casting a decline in the city’s revenues from 
the general property tax. Some lag in the 
collection of taxes has occurred, and added 
expenses have been assumed for the relief of 
the unemployed. These developments in the 
face of a contemplated building program that 
would cost in excess of $1,500,000,000 over the 
next decade, coupled with the effects of the 
marked contraction of bank credit, have made 
investors wary and caused so severe a decline 
in the price of the city’s outstanding securities 
as to practically close the market to the offer- 
ing of additional issues. Accordingly at the 
beginning of 1932 the city found that it would 
not be in a position to meet substantial ma- 
turities shortly falling due, or even payrolls 
and other current bills. 

In this emergency representative New York 
bankers were invited to meet with the city 
officials in an effort to work out a financial 
program to provide the necessary funds. In- 
asmuch as the position of bankers in such 
negotiations is frequently not understood by 
the public it is well to emphasize the state- 
ment often repeated, that underwriting bankers 
do not engage themselves to buy hundreds of 
millions of bonds as investments of their own 
institutions. They make such purchases as 
dealers, in the expectation of selling to the 
public. Experience enables them to judge the 
bond market from time to time and have an 
informed opinion upon the terms and assur- 
ances that must be given to secure the desired 
distribution for a proposed issue. In this in- 
stance the bankers consulted were of the 
opinion that the city authorities should defi- 
nitely reduce their program of expenditures 
and debt-creation, and gave advice according- 
ly, without, however, attempting to specify 
what particular items in the budget should be 
readjusted, this question being regarded as 
one for the administration. 

The city government faced the issue and 
adopted a comprehensive resolution on finan- 
cial policy to meet the changed economic con- 
ditions, declaring, among other things, that: 

The City Administration shall forthwith undertake 
measures to curtail and postpone its plans and under- 
takings; shall seek in every way to reduce the cost 
of its present activities, and shall endeavor to limit 
new projects to those which are self-sustaining in 
order that the City may more effectively employ its 


resources in serving the vital needs of the people; 
and 

That studies will be promptly undertaken with the 
purpose of developing new sources of revenue and 
of determining what present activities of the City 
may be put on a totally or partially self-supporting 
basis; further that each department head is hereby 
directed to submit his plan in accordance with the 
terms of this resolution and as promptly as possible 
to make a report to the Mayor on such suggestions 
or plans. 


As a first step in carrying out this program, 
the Board of Estimate postponed indefinitely 
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the consideration of new projects totaling 
$110,115,121, including the Delaware water 
supply extension calling for $78,859,000, vari- 
ous general items amounting to $26,726,000 
and Board of Education proposals of $3,708,- 
000. These items, affecting virtually every 
city department, were placed on a newly cre- 
ated “suspense calendar” from which they are 
to be transferred to the regular calendar only 
when the city’s improved financial condition 
warrants such action. 

The negotiations with the bankers resulted 
in an agreement on the part of the latter to buy 
at once $100,000,000 of the city’s corporate 
stock 6 per cent notes, running 3, 4 and 5 years 
and to provide a revolving credit fund of $151,- 
000,000 to take care of current needs between 
tax-collections. The bankers paid par for the 
$100,000,000 notes and immediately offered 
them to the public at the same price, volun- 
teering their services without profit in order 
that there might be no question as to their 
motives in giving the advice which had been 
adopted. The flotation was a pronounced suc- 
cess and market prices of outstanding New 
York City issues also were improved. 


importance of the Market for Government Issues 


Not only is the balancing of budgets impera- 
tive if. the credit of the various borrowing 
branches of our government is to be sustained, 
but the prices of government issues are of 
great influence upon the general securities 
market and thus affect the business situation. 
These public issues, particularly those of the 
Federal Government, states and large munici- 
palities, have been the backbone of the bond 
market in the past, and so long as demand is 
light and prices are sagging in this division 
of the market there cannot be much life or 
vigor in other classes of bonds. An improved 
market in governments is a necessary pre- 
liminary to breaking the deadlock in the new 
capital market and reopening the channels 
supplying funds for all kinds of long term 
corporate financing, without which the making 
of capital expenditures is at a standstill. 


Growth of Expenditures 


During the past twenty years there has been 
a six-fold increase in governmental expendi- 
tures and in public debt. Gross indebted- 
ness of Federal, state and local governments 
is now around $32,000,000,000 whereas in 1912 
it was but $4,850,000,000. Of this amount, the 
United States Government accounts for $16,- 
000,000,000, the remainder being state and 
local borrowings, the increase in which be- 
tween 1922 and 1932 has entirely offset the 
$10,000,000,000 reduction that was made in 
Federal debt. Total expenditures of govern- 
ments increased from $2,040,000,000 in 1912 


to $6,700,000,000 in 1922 and $12,000,000,000 
last year. 

In analyzing the distribution of municipal 
expenditures and the groups in which the 
greatest increases have occurred during recent 
years, the annual compilation of financial 
transactions of all municipalities in New York 
State is of interest. The following table shows 
the combined expenditures in 1920 and 1930 
of the 1,573 cities, towns, villages and counties, 
exclusive of the three largest cities, New York, 
Buffalo and Rochester, ‘and the percentage 
change during the period: 


Operating Expenses and Interest of New York State 
Municipalities (a) 
(in thousands of dollars) 
Expen- Expen- 
ditures ditures 
1920 1930 
$ 15,047 $ 31,760 


28,978 
17,758 
42,116 
21,776 


General Government 
Protection of Persons and 
Property 

Health and Sanitation ... 7,307 
Highways 19,701 
Charities and Corrections 9,627 
Education «» 988,274 
Recreation - 1,008 
Public Utilities —_ To 
Interest 6,935 


1,165 








Grand Total $117,202 $294,399 
(a) Exclusive of New York, Buffalo and Rochester. 


The items listed in the table are of a char- 
acter to temper hasty criticism of increasing 
municipal expenditure. The increasing sums 
devoted to such purposes as education, health 
and sanitation, and highway construction rep- 
resent a trend which is bound to continue and 
which the public would not wish to reverse. 
At the same time it must be realized that com- 
munities can over-reach themselves even in 
these matters. Considering the fact that the 
tabulation covers only operating expenses and 
interest, the 151 per cent increase shown in 
municipal government costs during the space 
of ten years, when the population of the State 
increased but 21 per cent, raises a large ques- 
tion as to its justification. 

Even during such prosperous years as 1928 
and 1929 the aggregate tax bill over the coun- 
try was a heavy drain upon business and per- 
sonal incomes, but the shrinkage in incomes 
during the depression has made the tax burden 
almost unbearable. Public officials have ap- 
parently been the last to realize the changed 
conditions. In numerous cities the property 
owners have been unable or unwilling to pay 
their tax assessments and have held meetings 
to protest against the high level of govern- 
ment costs or to call “taxpayers’ strikes.” As 
tax collections fell in arrears, the city treas- 
uries have become short of funds for meeting 
their payrolls, debt service and payments for 
building, as well as special expenditures au- 
thorized for unemployment relief. The neces- 
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sity for relief expenditures emphasizes the im- 
portance of retrenchment in less urgent quar- 
ters, the responsibility of allocation resting 
upon the city authorities. 

The old saying that what is everybody’s 
business is nobody’s business aptly applies to 
public finance. If times are good and proper- 
ty values are rising, the average citizen does 
not complain against the constant increase in 
his tax assessments but is willing to leave 
the whole question of government finance in 
the hands of the officials. Millions of people 
in this country having the right of citizenship 
are not interested enough to cast a ballot for 
elections or to decide important issues. 

The business depression has awakened the 
people to the unpleasant fact that the com- 
bined expenses of operating their various gov- 
ernments constitute one of the heaviest lia- 
bilities facing them today. The imperative 
need for economy is now coming to be more 
generally recognized and a number of other 
cities and states have also made outstanding 
progress in working out programs to straight- 
en out their financial affairs. 

In Detroit, for example, a committee com- 
posed of representatives of important civic 
organizations has been operating during the 
past two years with the city government in 
carrying out a comprehensive plan for operat- 
ing economies and postponement of capital 
expenditures, which has reduced expenditures 
for all purposes from $175,000,000 in the fiscal 
year 1930-31 to $116,000,000 in the fiscal year 
1931-32, and provided for amortizing its un- 
wieldy short-term debt over a five-year period. 

The State of North Carolina, which during 
the several years prior to 1929 had been em- 
barked on an extensive and costly program of 
public improvement, particularly road build- 
ing and education, furnishes another construc- 
tive example of promptness in adjusting pub- 
lic expenditures in line with present economic 
conditions. By means of a rigorous program 
of retrenchment, including reduction of sal- 
aries, reorganization of government depart- 
ments, control of borrowing by counties and 
municipalities and the tapping of certain new 
sources of revenue, $9,750,000 in state debt was 
paid off and a lowering of the property tax 
was made possible. The State of Tennessee 
convened a special session of its Legislature 
at which a number of new or increased taxes 
were imposed and administrative expenses re- 
duced so as to bring the budget into balance 
during the current year. The State of New 
Jersey at a recent session of its Legislature 
has cancelled a large total of appropriations 
that had been authorized but not yet used, 
so that instead of a deficit of between $3,000,- 
000 and $4,000,000 in the State Treasury for 
the year ending June 30 next, there will be 
only about $731,000. 


Governor Moore of New Jersey in his in- 
augural address in January reflected the trend 
of public opinion when he said: 


Unless unnecessary expenses are eliminated and the 
burden of taxation is relieved and reduced, return to 
prosperity will be immeasurably delayed ... The only 
way to reduce expense is to apply ourselves to the 
problem sincerely and earnestly ... Budgets must be 
cut to the bone. Not only this must be accomplished, 
but it seems to me vital that every government ser- 
vice, the execution or completion of which is not 
essential at this time, should be postponed. 


Revising System of Tax Collections 


One of the most serious weaknesses in the 
present system of municipal finance is the fact 
that collections from taxes are received only 
once or twice a year, whereas expenditures run 
at a fairly constant rate. This causes the city 
treasury to have a surplus of cash during part 
of each year but to have a shortage of cash and 
be required to borrow during the remaining, 
and usually much larger part of each year. 
Of 168 leading American cities whose reports 
are regularly tabulated in the National Muni- 
cipal Review, 107 cities have but one tax col- 
lection per year, 56 collect semi-annually and 
5 collect one-third of the tax every four 
months. 

The annual budget of appropriations for the 
different departments is usually decided upon 
shortly before the beginning of each fiscal 
year, but it is not until the end of that year 
that the receipts are all collected and the total 
is known. 

Although this method is traditional and is 
in almost universal use, there appear to be a 
number of fundamental objections to the prac- 
tice, viz: 

1. If the city spends money before it is received, 
the interest charge on borrowings becomes an added 
expense in the budget. 

2. When the city has large balances in the banks, 
the interest received on deposits is less than that be- 
ing paid on its outstanding bonds. 

3. The annual appropriations are made long before 
the city can tell accurately what the actual receipts 
will be. 

4. There is no provision for revising the program 
of expenditures during the year so as to conform with 
changing revenues. 

5. When, as frequently happens, a department 
spcnds all of its annual allotment before the end of 
the year, a deficiency appropriation becomes neces- 
sary. 

6. From the standpoint of the property owner, 
the payment of taxes in more frequent instalments 
would reduce the burden at any particular time of 
the year. 

7. In the matter of administration, the present 
system causes most of the work to be concentrated 
in a short period, whereas if it were spread out even- 
ly it could be handled much more economically. 


There is no particular reason why people 
should make their payments for cost of gov- 
ernment only once a year, or even twice, ex- 
cept that the custom has grown up over a long 
period of time when the amount of taxes paid 
was relatively insignificant compared with the 
amount today. The Federal Government has 
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taken an important step forward by making 
income taxes payable quarterly, and there 
seems to be no good reason why local govern- 
ments should not do likewise. 

An alternate proposal that has been ad- 
vanced is to “stagger” the receipts by means 
of a zoning arrangement, whereby the prop- 
erty owners in different zones would make 
their payments at different times, thus giving 
the city a more even flow of revenue. 

The adoption of either system, more fre- 
quent instalments or zoning, would obviate 
the unsatisfactory results of alternate borrow- 
ings and surpluses of cash. More important 
still, it would make possible a constant check 
on actual revenues and permit a quarterly or 
even monthly revision of the program of ex- 
penditures to correspond. Such a system 
would reduce government operations more 
nearly to a cash basis in contrast with operat- 
ing largely on credit, and would undoubtedly 
result in more careful spending. The change 
should be welcomed by taxpayers, and it 
would distribute the administrative work of 
billing and collecting taxes, making assess- 
ments and reviewing valuations. If coupled 
with a provision to control the departmental 
expenditures by apportioning the annual bud- 
get into months or quarters, the benefit to 
municipal finance and municipal credit should 
be great. 


United States Treasury Finances 


The Congress of the United States is now 
in the midst of preparing its program for 
bringing the national government budget into 
balance. Its revenues are mainly dependent 
upon corporate and personal incomes and the 
decline during the past two years has been 
much more severe than in the case of local 
governments, which derive their revenue chief- 
ly from property taxes. Postponement of pay- 
ments of intergovernmental debts will elimi- 
nate $270,000,000 in revenues that will have 
to be made up from other sources during the 
current fiscal year. 

A schedule of materially increased taxes has 
been proposed and, except for possible changes 
in minor details, should be adopted promptly 
in order to remove the prevailing uncertainty 
as to what the new tax rates will be and how 
much additional Government borrowing will 
be required. The Treasury has estimated a 
deficit of $2,122,000,000 for the fiscal year end- 
ing June 30, 1932, but this does not take into 
account the $500,000,000 that has since been 
appropriated to the Reconstruction Finance 
Corporation, $125,000,000 to the Federal Land 
Banks and other relief measures that have been 
or are expected to be passed. From July 1, 
1931, through January 26, 1932, the excess of 
expenditures over receipts amounted to $1.,- 
481,000,000. It is planned, however, to bring 


the budget into balance and arrest borrowing 
by June 30, 1933, the end of the following 
fiscal year. 

To bring about a balance by that time will 
be no easy task. It will demand not only 
economy in the usual sense and the avoidance 
of a multitude of new projects that are always 
being brought forward calling for the use of 
public funds, but a real deflation in the operat- 
ing cost of government. The drastic decline 
that has taken place in the income of the 
American people from agriculture, from man- 
ufacturing and trade, from wages, interest and 
dividends, demands a large cut in the burden 
of government costs and debts, and neither 
public credit nor public confidence can be com- 
pletely restored until this is done. 

Total governmental expenditures, exclusive 
of debt retirement, amounted to approximately 
$3,652,000,000 in the fiscal year 1931. They 
are estimated at $3,950,000,000 in 1932 and $3,- 
500,000,000 in 1933, although these figures do 
not include the special appropriations for re- 
lief work. While the program of economy has 
effected substantial reductions in the estimated 
expenditures for 1933 as compared with 1932, 
the expenses of a number of departments are 
still very high as compared with those of say 
ten years previous, as may be seen from the 
following partial list compiled from the re- 
ports of the Secretary of the Treasury. In 
1923, total expenditures were $3,245,000,000 
and in 1913 only $725,000,000. 


United States Governmental Expenditures 
(In millions of dollars) 


Department 1923 1932 
Legislative Establishment $ 32 
Veterans’ Administration 784 
Department of Agriculture 
Department of Commerce 
Department of Justice 
Department of Labor 
Navy Department 
Treasury Department 
War Department 
Postal deficiency 195 155 
Panama Canal 11 13 
Adjusted Service Certificate Fund — 200 150 











Because of the transfer of certain functions 
from one department to another that are made 
from time to time, the figures for 1923 and 
1933 are not strictly comparable in all cases, 
but this fact does not materially alter the 
picture of expansion and spending during a 
decade several years removed from the war 
period. The increase in “ordinary expendi- 
tures” more than offset the saving of $450,- 
000,000 in interest on the public debt, achieved 
by the retirement of $10,000,000,000 in bonds 
and by strengthening the credit standing of 
government obligations so that refunding could 
be done at constantly lower rates. Unless the 
benefits derived from the succession of annual 
surpluses from 1920 to 1930 applied to debt 
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retirement are to be wholly wasted, a courage- 
ous tax program is now demanded, together 
with a cutting of expenditures much more 
drastic than anything that has been adopted 
up to the present time. 


Reparations and Debts 





The conference upon reparations called to 
meet at Lausanne last month was postponed 
indefinitely, for the reason that an agreement 
was unlikely to be reached, in which case it 
might be better that no meeting had been held. 
When the conference was called by Premier 
MacDonald, of Great Britain, he planned that 
it should consider both reparations and inter- 
governmental debts and that the United States 
should participate, but this country has uni- 
formly declined to admit that the two subjects 
are related, and the action of both houses of 
Congress in passing resolutions against any 
further revision of the debt settlements has 
determined the position of this Government at 
least for the present. 

Although the European debtors do not like 
the attitude of the United States Government 
it would be better for the interests involved if 
they would accept the situation as it is and 
endeavor to arrive at a new agreement with 
Germany upon the basis of Germany’s capaci- 
ty to pay, rather than upon the basis of what 
they fear they may have to pay to the United 
States. They will gain nothing by making 
impossible demands upon Germany, whatever 
may be the outcome of their claims on the 
United States. President Hoover, by his mes- 
sage to Congress recommending the re-estab- 
lishment of the Foreign Debt Commission, has 
shown that he is favorable to a re-examination 
of the debts and undoubtedly he has much 
public sentiment to support him. The attitude 
of Congress may change, and anyway the rep- 
arations question is the immediate issue and 
should be settled on its own state of facts. 

The problem of reparations and debts seems 
to defy solution chiefly because it is involved 
in the domestic politics of the countries con- 
cerned, and the political authorities are unwil- 
ling to assume responsibility for making the 
concessions that are necessary to an agree- 
ment. The economic realities which finally 
determine the practicability of any plan of set- 
tlement receive little attention. 


The Dawes Plan 


The first deadlock on reparations was brok- 
en by the establishment of the Dawes Com- 
mittee, whose report in the light of today is 
seen to have been impartial and as well con- 
ceived and safeguarded as could be expected 
of a plan made at that time. Germany was 
protected by the provision suspending pay- 
ments when they could not be made without 


imperilling the currency, and the creditors 
were given the benefit of a provision under 
which payments might be increased pursuant 
to a prosperity test. Mr. S. Parker Gilbert, 


who supervised the transfer of payments 
throughout the life of the Dawes Plan, has 
emphasized the experimental character of the 
Plan. In his report for 1927 Mr. Gilbert said: 


The Plan of the Experts sought above all to reduce 
the problem of reparations to a practical and busi- 
nesslike programme under which, instead of unset- 
tling and retarding the reconstruction of Germany 
and of Europe, reparation payments might become a 
positive influence for stability and economic recovery. 
The Plan aimed to reestablish Germany as a going 
concern and to provide a fair trial, under conditions 
of security and mutual confidence, of the ability of 
Germany to pay and of the capacity of the creditor 
Powers to receive reparations. Experience, and ex- 
perience alone, would prove what was practicable. 


The Plan was necessarily experimental, for 
no undertaking on the part of one country to 
pay money in sums of such magnitude to for- 
eign countries ever had been known. The 
Dawes Committee recognized the inherent dif- 
ficulties, hence the transfer provision, which 
if in force today would bar any attempt to 
make reparation payments in the present state 
of the Reichsbank’s reserves. The transfer 
provision was abandoned in the Young Plan 
because the successful operation of the Dawes 
Plan in years of prosperity, together with the 
reduction of the annuities and the provision 
for conditional payments in emergency years, 
were thought to render it unnecessary. It is 
evident now that the principle embodied in the 
transfer provision is sound and whether in the 
Plan or not must be observed in order that any 
scheme of cash payments may be carried out. 


The Basle Committee 


The Young Plan provides that in the event 
that the full payments should threaten the 
stability of the currency Germany may make 
representations to this effect to the Bank for 
International Settlements, in which case an 
Advisory Committee of Experts shall be ap- 
pointed to examine and report upon the neces- 
sity for a temporary suspension of the “con- 
ditional” payments. Germany having made 
such representations in November last such a 
Committee was created, consisting of eleven 
persons of high repute and position, from as 
many countries, and it submitted a unanimous 
report in December. It is noteworthy that the 
members from Belgium, France, Great Britain 
and Italy, countries interested in reparations, 
signed with the others. The report reviews 
economic conditions in Germany in consider- 
able detail, finding that owing to the depres- 
sion one-third of the industrial life of the 
country had stopped; that the Reichsbank re- 
serve which had stood at 2,685,000,000 reichs- 
marks at the end of 1930 had declined to 1,- 
161,000,000 on December 15, 1931; that not- 
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withstanding drastic reductions in public ex- 
penditures a critical situation exists in the pub- 
lic finances and that taxation is so heavy as 
to leave “no margin for further increase ;” that 
the scarcity of capital is such that manufactur- 
ing companies of good credit are obliged to 
pay 12 per cent interest upon loans, etc. Com- 
ing to the particular point upon which it was 
charged to report, the finding is that Germany 
would be justified in declaring, in accordance 
with her rights under the Young Plan, that 
she “will not be able to transfer the conditional 
part of her payments in the year beginning 
July 1, 1932.” 

The Committee went beyond the specific 
finding for which it was created, and stated 
that it “would not feel that it had fully accom- 
plished its task if it did not draw the attention 
of the Governments to the unprecedented 
gravity of the crisis,” “the magnitude of which 
undoubtedly exceeds the relatively short de- 
pression against which the Young Plan pro- 
vided measures of safeguard.” This is virtual- 
ly finding that the emergency provision of the 
Young Plan is inadequate to meet the present 
situation. 

The report adds that the Young Plan with 
its rising series of annuities contemplated a 
steady expansion of world trade, in which case 
the annuities payable by Germany would be- 
come a factor of diminishing importance, but 
that in fact “the opposite has been the case.” 
In short, the language of the report is very 
grave, not only as to conditions in Germany 
but as to the repercussions which had been 
felt and might yet be felt, upon the rest of 
Europe and throughout the world, concluding 
with the following paragraph: 

We appeal to the Governments on whom the re- 
sponsibility for action rests to permit no delay in 
coming to decisions which will bring an amelioration 


of the grave crisis which weighs so heavily upon all 
alike. 


Premier Bruening’s Statement 


On the strength of this Advisory Report 
Premier Bruening of Germany gave out a 
statement to the effect that in the Lausanne 
conference he would take the position that 
Germany would not be in condition to make 
any reparation payments for a very long time 
and that the Young Plan, which requires the 
continuance of the “unconditional” payments, 
must be condemned as impossible of fulfill- 
ment and therefore no longer in effect. 

In view of the Advisory Committee’s report 
it is probable that the French authorities 
would have been willing to go the full length 
of the Young Plan and perhaps make some 
temporary arrangement regarding the uncon- 
ditional payments, but the proposal to end all 
reparation obligations caused them to make an 
uncompromising protest. They condemned it 
as forestalling action by the Lausanne Con- 


ference, which therefore they said might as 
well not be held. They also firmly assumed 
the position that an agreement between na- 
tions cannot be disposed of by unilateral ac- 
tion, but could be altered or nullified only by 
the concurrent action of both or all of the par- 
ties who made it. This, it may be noted, is a 
similar position to that held in Washington. 

There is a question as to whether Premier 
Bruening intended his statement to be as 
peremptory as it seemed to be in print. An 
explanation has been made that he was not in- 
tending to forestall the Conference but only 
to summarize the argument which he would 
make there. It is quite certain that he did not 
want to prevent the Conference being held or 
a discussion of reparations, for he is now urg- 
ing that a new date for the meeting be named. 
In view, however, of the political situation in 
Germany it is doubtful that he will be able to 
recede from the position which he has an- 
nounced and remain in power. On the other 
hand it seems equally improbable that the 
Government of France will agree to an uncon- 
ditional termination of all reparation pay- 
nents. 

The Threatened Impasse 


France has indicated that she will not be 
ready to make a new agreement with Germany 
until she knows what the United States is 
ready to do about reducing its claim upon her, 
and others of our debtors, although not all, are 
understood to hold a similar position. This is 
placing upon the United States a responsibility 
regarding reparations which this Government 
has repeatedly declined to accept, thus there 
is presented the danger of complete inaction 
with resulting defaults upon all of these obli- 
gations. If no new agreement is reached it is 
certain that Germany will default upon repa- 
rations, for according to the Advisory Report 
she could not do otherwise if she wanted to, 
and apparently public opinion has reached the 
point of welcoming a breakdown of the Young 
Plan. If her creditors refuse to negotiate with 
her because the United States refuses to nego- 
tiate with them, Germany will claim that the 
blame does not belong to her. 

The resolutions of Congress, together with 
speeches made while they were pending, indi- 
cate that that body contemplates the probabil- 
ity of defaults upon the debts to this country 
and prefers to have the chapter upon these 
loans closed in this manner rather than by 
further negotiations and readjustments. 

It may be that this is the only way out of 
the situation which has developed, but surely 
this is a deplorable conclusion and one which 
should not be readily accepted. It will mean 
that the most enlightened nations of the time, 
in the midst of unparalleled distress among 
their people, resulting from the disorganiza- 
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tion of finance and industry, are not enlight- 
ened enough to compose their differences by 
the methods of reason and compromise, in 
order that they may work together for the 
restoration of a common prosperity. 

It is a serious matter for the leading nations 
of the world either to show disregard for their 
solemn obligations or to maintain an uncom- 
promising attitude which may provoke or com- 
pel a deliberate policy of default. It is in the 
interest of society that obligations entered 
upon between nations shall be honored in the 
highest sense of the word, by both debtor and 
creditor. There should be a scrupulous desire 
upon both sides to insist upon only what is 
right and economically practicable; and a wil- 
lingness on all sides to make allowance for 
different viewpoints, in order that agreement 
may be reached. The question is, how much 
more desirable is amicable agreement than 
lasting deadlock? 

The assumption prevails that there will be 
no war to enforce collection of either repara- 
tions or debts. Probably this is so. War 
would be the ruin of Europe, and the report of 
the Advisory Committee shows that it would 
not collect reparations from Germany. France 
is not seeking territory and so far as the 
United States is concerned there is no thought 
of attempting collection by force. 

Even so, what would be the influence of a 


permanent state of deadlock over these claims 


upon all international relations. There is 
greater need for cooperation among the nations 
for the support of credit, the re-establishment 
of a common standard of value, the revival of 
industry and trade, than ever has been known 
before. Defaults of themselves would not ac- 
complish settlements or furnish a basis for 
cooperation, which requires mutual confidence 
and recognition of common interests. Con- 
troversy would continue, and antagonisms 
and resentments probably would find expres- 
sion in more legislation harmful to trade. 

The situation in Germany calls urgently for 
a settlement. Industrially and in trade Ger- 
many is the most important country on the 
continent of Europe, and whatever happens to 
her must seriously affect the prosperity of all 
Europe. Germany is being strangled by the 
scarcity of capital and credit, due to hoarding 
of currency, withdrawal of foreign funds and 
flight of German capital, all natural results of 
the reparations dispute. The country can 
neither pay reparations nor prosper without 
paying them unless it can obtain capital to 
operate its industries. 


Cause of the Breakdown 
Finally it is important that instead of in- 
sisting upon the performance in full of certain 
obligations entered upon without regard on 
either side to the fundamental economic fac- 


tors involved, careful consideration shall be 
given to these factors now, before closing the 
door to practical settlements. 

It is a question whether the world’s inflated 
and unbalanced economic structure in 1923-24 
was inherently weak and bound to collapse, or 
whether the reparations and debt settlements 
have played the principal part in upsetting the 
world equilibrium. It is certain that the polit- 
ical authorities have disregarded the principles 
which the Dawes Committee laid down as 
necessarily governing the collection of repara- 
tions and which of course govern all interna- 
tional payments as well. The fundamental 
principle was that Germany could pay only by 
an excess of exports over imports; in other 
words, that payments of such magnitude 
across international boundaries must be made 
in goods or services, because they tend to in- 
crease the international balances required to 
be paid in gold, the effect of which may be to 
compel a disastrous contraction of credit in a 
debtor country or force it off the gold basis. 
Either result would be certain to have dis- 
astrous results in other countries and also cer- 
tain to soon put an end to the payments in 
question. 

The authorities have ignored the confess- 
edly experimental character of the Dawes 
Plan, which dealt with a problem for which 
there was no precedent, and which Mr. Gilbert 
has said “aimed to establish Germany as a 
going concern and provide a fair trial of the 
ability of Germany to pay and of these creditor 
Powers to receive reparations.” Mr. Gilbert 
added the obvious comment, “Experience and 
experience alone could prove what was prac- 
ticable.” 

The problem of reparations and international 
government debts has been an obscure and 
doubtful one from the beginning. Various 
opinions have prevailed about it, but the over- 
whelming mass of opinion in the creditor coun- 
tries has been simply that they ought to be 
paid, with little serious consideration of the 
difficulties against which the Dawes Commit- 
tee had given warning. 

In the September, 1927, number of this 
Letter, comment was made upon the obser- 
vations of several European bankers and 
economists, who held that the Federal Re- 
serve authorities were unwisely restricting 
the expansion of credit and preventing a rise 
of prices which naturally should result from 
our increasing stocks of gold. The European 
view was that the Federal Reserve system 
should deliberately favor a rise of commodity 
prices which would eventually turn the ex- 
changes against this country and cause a re- 
turn movement of gold to Europe. Our com- 
ments touched upon the gold accumulations 
and the balance of payments, and are repro- 
duced in part herewith: 








“The World Equilibrium” 


We are not questioning the importance of the world 
equilibrium, which undoubtedly has been disturbed 
by the events of the last twelve years. The needs 
of Europe for current credit cannot be adequately 
supplied from the United States and if the balance 
of payments running to this country actually threat- 
ens to prevent Europe from acquiring a normal 
increase of banking reserves, the situation is serious 
and not at all to the advantage of this country. It 
may be doubted that such is the case, and, any way, 
inflation does not appear to be a necessary remedy. 
The international accounts are not fixed and un- 
changing but have numerous items which are 
changing constantly, either under the influence of 
governmental policies or the natural influence of 
economic conditions. Arguments in regard to gov- 
ernmental policies on the tariff and foreign debt 
settlements have been urged on this account, but it 
has not been made clear that the balance of payments 
needs to be taken into account in dealing with these 
subjects. Thus far, the opinion has prevailed that 
our international transactions are of such magnitude 
and variety that they will adapt themselves to con- 
ditions, and that the equilibrium will be maintained 
by the play of natural economic forces. 


It may be that this view is erroneous, but as yet 
it has not been conclusively disproved. There is so 
much obscurity about the international accounts, and 
so many difficulties are encountered in attempting 
to make up a statement of them that opinions may 
easily differ over the calculations. 


The foregoing does not express a very 
definite opinion, but recognizes the uncertain- 
ties of the situation. Up to that time there 
was little evidence that the world equilibrium 
was being disturbed, and that this was so 
must be credited mainly to the foreign loans 
which were being made by this country. These 
loans checked the tendency of gold to accumu- 
late in this country and distributed purchas- 
ing-power and debt-paying power to other 
countries in the form of credit. It was not 
until this country ceased to lend abroad freely 
that the calamitous drain of gold to this coun- 
try began and the world crisis developed. 


The Crucial Problem of Transfer 


In all the popular discussion of reparations 
and debts almost no attention is given the 
problem of transfer or conversion from one 
currency to another. Over and over there is 
insistence that Germany should pay repara- 
tions and the allied Governments should repay 
the money they borrowed of the United States 
according to agreements, without recognition 
of the problem which the Dawes Committee 
foresaw in making the provision limiting 
drafts on Germany’s gold reserves. This is 
something apparently not taken into account 
in most of the demands that the reparations 
and debt agreements be carried out to the full. 
The view prompting these demands is perhaps 
accurately reflected in the comment that Ger- 
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many could pay reparations by reducing the 
consumption of beer to the extent of one glass 
daily per person. If that quantity of beer 
would equal in value the reparations payments 
and the creditor powers would accept it as 
covering the payments there would be some 
point in the comment, but the creditor powers 
want gold instead of beer. 

The precise extent to which reparations and 
inter-governmental debt payments are respon- 
sible for the great depression and fall of prices 
from which the world is suffering cannot be 
fixed, but economists were apprehensive of the 
effects of these payments from the first. They 
pointed out that before the war the United 
States had a substantial favorable balance in 
trade, but was a debtor country in finance, 
and that if as a result of the war it quickly 
changed to a creditor position in finance, so 
that including all foreign relations it would 
have a continuing favorable balance of pay- 
ments, an unstable situation would be created. 
The United States would be continually draw- 
ing on the gold reserves of other countries, ex- 
cept as the situation was corrected by foreign 
loans, and there could be no certainty that 
foreign loans in the required amount would be 
made. This prediction has been realized and 
with the result apprehended. 

The London Economist in a recent editorial 
upon the subject says: “We say without hesi- 
tation that whatever the countries chiefly con- 
cerned might be disposed to do they dare not 
enter into any international scheme for the 
stabilization of money so long as these great 
payments are in danger of again becoming a 
disturbing factor in the world’s financial sys- 
tem.” 

This problem of transfer is not a fanciful 
consideration. It is the fundamental question 
in reparation and debt payments, and it is high 
time that statesmen gave it the attention it 
deserves. International trade and financial 
transactions must balance out within com- 
paratively narrow limits or there can be no 
world monetary system such as the gold stand- 
ard has furnished, no stabilization of the ex- 
changes, no fixed relations between the cur- 
rencies of different countries, or common basis 
for commodity prices. These are matters of 
vast importance in world trade and in the 
welfare of all populations. The world has en- 
joyed the benefits of the universal gold stand- 
ard so unconsciously that it has scarcely known 
whence they were derived or the conditions 
that are essential to the operation of the 
system. 
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Combined Statement of the Banks of the 
First National Group in Minneapolis 


as at December 31, 1931 


RESOURCES 
Loans and discounts 
Overdrafts ._. ‘ 
U. S. Govt. Retinitites ‘ 
Other Bonds & Securities 
Bank Buildings dip 
Furniture & Fixtures ‘ 
Customers’ Acceptance Liability 

(Less Anticipations) . 

Bankers, Acceptances Purchased . 
Interest Earned but not Collected 
Cash on Hand & Due from Banks 


Capital Stock . 
Surplus ° 
Undivided Profits 


Reserve for Interest, pee and 


Taxes e e 
Interest Collected but met Earned . 
Circulation . ‘ 

Letters of Credit tenth Aevegtanees 


Acceptances Sold with Our Endorse- 


ment e ° a ° -_ 


DEPOSITS + 7 e e ° 


- $ 61,875,448.23 


8,374.67 
15,618,713.06 
25,401,332.79 
1,156,000.00 
122,053.33 


1,831,093.14 
1,470,775.58 
569,528.60 
28,512,838.34 





$136,566,157.74 


$ 7,500,000.00 
6,082,000.00 
786,054.94 


626,016.90 
238,597.90 
1,985,700.00 
1,854,154.07 


545,000.00 
116,948,633.93 





$136,566,157.74 
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